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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: Respondent determ ned deficiencies in

petitioners’ Federal incone tax, additions to tax, and a penalty

1Cases of the following petitioners are consolidated
herewith: Estate of Armand J. Del Bosque, Deceased, Lori De
Bosque, Special Adm nistrator, docket No. 3276-01; Bradley T.
Jacobsen and Donna M ( eare-Jacobsen, docket No. 3277-01.



-2 -
for 1987, 1988, and 1989 as foll ows:?

Docket No. 3275-01

Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6653(b) (1) (A 6653(b) (1) (B) 6653( b)
1987 $20, 861 $15, 646 50% of the interest --
due on $20, 861
1988 3,213 -- -- $2, 410
Docket No. 3276-01

Penal ty
Year Defi ci ency Sec. 6663
1989 $10, 494 $7,871

Docket No. 3277-01

Additions to Tax

Sec. Sec. Sec.
Year Defi ci ency 6653(b) (1) (A 6653(b) (1) (B) 6653( b)
1987 $12, 005 $9, 004 50% of the interest --
due on $12, 005
1988 9, 985 -- - - $7, 489

The issues remaining to be decided are:?

1. \Wether decedent, Arnmand J. Del Bosque (M. Del Bosque),
had unreported gross receipts for 1987, 1988, and 1989 in the
respective anobunts of $67, 163, $16,557, and $32, 779, conputed

under the net worth nethod.

2Al'l section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Amounts are rounded
to the nearest doll ar.

3The parties have stipulated that (1) Bradley T. Jacobsen
(M. Jacobsen) and Donna M C eare-Jacobsen (Ms. Jacobsen) are
entitled to deduct in 1987 the $2,000 contribution to an | RA that
respondent disallowed, (2) Virginia Ferguson is entitled to
relief under sec. 6015(c) with respect to the deficiencies and
additions to tax for 1987 and 1988, and (3) Ms. Jacobsen is
entitled to relief under sec. 6015(b) with respect to the
deficiencies and additions to tax for 1987 and 1988.
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2. \Wiether Bradley T. Jacobsen (M. Jacobsen) had
unreported gross receipts of $28,378 in 1987 and $29, 747 in 1988,
conput ed under the net worth nethod.

3. Wiether M. Jacobsen had additional unreported incone of
$6, 285 in 1987 and $6,309 in 1988, on the basis of Bureau of
Labor Statistics figures.

4. \Wether M. Del Bosque is liable for additions to tax
and/or a civil fraud penalty for 1988 and 1989.%

5. Wether M. Jacobsen is liable for an addition to tax
for fraud for 1988.°

6. Wiether the period of Ilimtations on assessnent and
collection with respect to 1988 and 1989 expired before
respondent issued the subject notices of deficiency to
petitioners.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference.

M. Del Bosque died on April 5, 2003, after the conclusion
of the trial in these cases. Wen the petitions in these cases

were filed, M. Del Bosque resided in Roseville, M nnesota,

‘M. Del Bosque's estate concedes that he is liable for the
addition to tax for fraud for 1987.

SM . Jacobsen concedes that he is liable for the addition to
tax for fraud for 1987.
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Virginia Ferguson (Ms. Ferguson) resided in Fridley, Mnnesota,
and M. Jacobsen and Donna M ( eare-Jacobsen (Ms. Jacobsen)
resided in Apple Valley, Mnnesota. Hereinafter, references to
petitioners are to Messrs. Del Bosque and Jacobsen.

On Decenber 31, 1986, petitioners each owned two
snownmobi | es--a 1987 Pol aris Indy 600 and a 1987 Pol aris | ndy
Sport. Petitioners each purchased the 1987 Pol aris I ndy 600s
from Metro-North Sports on October 15, 1986, for the base price
of $4,688; two itens identified as “north country” were purchased
at the sane time for $469 each. The record does not disclose
when the 1987 Polaris Indy Sports were purchased; however, a
recei pt fromMetro-North Sports shows that, on Cctober 29, 1986,
petitioners purchased accessories and parts for two “Indy 600s”
and two “Sports”. M. Jacobsen disposed of his Sport in 1988.

I n Decenber 1986, M's. Jacobsen made a $2,000 | oan to her
enpl oyer. This |oan was repaid in 1987.

M's. Jacobsen had a Chase Manhattan “noney market with
checks” account (the MWAC account). On Decenber 31, 1986, the
bal ance in that account was $8, 618.

In 1986, Ms. Jacobsen received an inheritance of $12,518
plus a one-eighth interest in a contract for deed val ued at
$1, 966.

On Decenber 31, 1986, M. Del Bosque had $12,000 in an

account with First Bank East. |In January 1987, he used funds
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fromthat account to open a brokerage account. On January 16,
1987, M. Del Bosque purchased 234 shares of Fidelity G owh Fund
for $3,320. On April 22, 1987, he sold those shares for $3, 756
and purchased 1 share for $16. M. Del Bosque reported the $436
gain fromthe sale of the 234 shares on his 1987 return. On
January 22, 1988, he sold the remaining share for $13. On his
1988 return, he erroneously reported a basis of $3,320 in the 1
share and a $3,307 long-termcapital |oss on the sale of the
share.

At the end of 1987, M. Del Bosque owed $3,921 to Larson
Quinn Motor Co. He repaid the loan in 1988.

During the years at issue, petitioners purchased | eather
goods (nostly |leather jackets) for resale. In both 1987 and
1988, M. Jacobsen purchased $3, 770 of |eather goods for resale.
M. Del Bosque purchased $13,298 of |eather goods for resale in
1987, $3,862 for resale in 1988, and $2,375 for resale in 19809.
Petitioners did not keep any records of their sales of |eather
goods.

During the years at issue, petitioners each owned 50 percent
of the stock of Top Play, Inc. (Top Play), an S corporation doing

busi ness as Twin Star Linousi ne Service.
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In 1987, 1988, and 1989, petitioners were enployed by, and
recei ved wages from Top Play.® Also during those years, M.
Jacobsen was enpl oyed by, and received wages from Chinook, Inc.
(Chi nook), doi ng business as Five Corners Sal oon.

In 1987, Top Play purchased a nobile tel ephone systemfor
$1,797. This purchase was charged to M. Jacobsen’s credit card.
Top Play paid the credit card conpany $1,300 in 1987 and $763 in
1988 for the purchase of the nobile tel ephone system

Sone of the linobusine runs generated cash for which no run
sheets were prepared, and petitioners often paid drivers in cash.
Petitioners did not maintain accurate records of Top Play’s cash
recei pts and cash payroll. They did not inform Top Play’s
accountant of the cash receipts and payroll itens. As a result,
Top Play’s 1987 and 1988 incone tax returns and financi al
statenents did not reflect those itens.

In February of 1990, petitioners sold the assets of the
| i rousi ne service to Susan Pavl ak for approxi mtely $350, 000.
After a few nonths, Ms. Pavl ak conpared Top Play’s operating
performance in 1989 to its performance in 1990, as indicated in
the financial records she had revi ewed before purchasing the
| i mousi ne business. She concluded that the |inousine business

was producing | ess revenue.

ln 1988, Ms. Ferguson was enpl oyed by, and received wages
from Gantos, Inc. In 1987, Ms. Jacobsen was enpl oyed by, and
recei ved wages from Gay D splay and Chi nook, Inc.
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Ms. Pavl ak believed that petitioners had m srepresented the
profitability of the |inousine business on the Top Play incone
tax returns that she had reviewed and relied upon in purchasing
Top Play. On July 8, 1990, she net with petitioners and proposed
t hat they repurchase Top Play for $340,000. Petitioners did not
respond to her proposal. Thereafter, M. Pavlak sued petitioners
for fraud and m srepresentation with respect to her purchase of
Top Play. She received a judgnment in the anount of $95, 000.

Because Ms. Pavl ak believed that a portion of Top Play’s
cash receipts in 1989 had likely been derived fromillega
activities, she contacted the U S. Drug Enforcenent
Adm nistration (DEA). The DEA referred Ms. Pavlak to the
Crimnal Investigation Division of the Internal Revenue Service
(I RS)

In July of 1990, Tom Fi sher, an IRS special agent assigned
to the Federal narcotics task force, began investigating
petitioners’ business activities. Agent Fisher determ ned that
petitioners had unreported incone. He believed that narcotics
and/ or ganbling activities were the possible sources for this
i ncone.

Agent Fisher reconstructed petitioners’ incones using the
net worth nmethod. Agent Fisher chose the net worth nethod to

conpute petitioners’ incones because (1) excessive cash had been
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deposited into Top Play’ s accounts, (2) petitioners used cash for
personal expenditures, and (3) there were no specific itens of
unreported incone.

To conpute petitioners’ inconmes, Agent Fisher identified
petitioners’ assets, liabilities, and expenses. Agent Fisher
used information obtained fromthird parties, searches of
petitioners’ residences, and Top Play’s records. For sone itens,
Agent Fisher used financial statenents prepared by petitioners in
1986 and 1987. Agent Fisher determ ned petitioners’ net worths
as of Decenber 31, 1986 through 1989. (Reference to petitioners’
1986, 1987, 1988, and 1989 net worths are to their respective net
wort hs on Decenber 31 of the referenced year.) Agent Fisher
reconstructed petitioners’ incones by conparing changes in their
net worths fromone year to the next for the years in issue.

In February 1993, M. Del Bosque was arrested for purchasing
anabolic steroids.” On March 3, 1993, a four-count indictnent
was filed in the U S District Court for the D strict of
M nnesota, charging M. Del Bosque with conspiring to inport, and
to possess with the intent to distribute, controlled substances
(anabolic steroids), and with aiding and abetting the inporting,
and possessing with the intent to distribute, controlled

substances (anabolic steroids).

‘M. Del Bosque conpeted in body buil ding conpetitions and
had held two M. Mnnesota titles. To that end he used anabolic
st eroi ds.
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In April 1993, M. Del Bosque becane ill and was di agnosed
wi th cardi onyopathy. He was hospitalized in a coronary intensive
care unit for 9 days.

On June 23, 1993, a five-count crimnal information was
filed in the US. District Court for the District of Mnnesota
(the crimnal tax proceeding) nam ng petitioners codefendants.
Counts I, Il, and Il charged M. Del Bosque with tax evasion for
1987, 1988, and 1989 in violation of section 7201. Counts IV and
V charged M. Jacobsen with tax evasion for 1987 and 1988 in
vi ol ation of section 7201.

Petitioners entered into plea agreenents by which
they agreed to plead guilty to tax evasion in 1987 as set forth
in counts I and IV, and the Governnent agreed to nove for
di sm ssal of counts IIl, Il1l, and V. M. Del Bosque al so entered
into a plea agreenent in his drug case in which he agreed to
plead guilty to conspiring to inport anabolic steroids.

In the crimnal tax proceeding, M. Del Bosque acknow edged
that his steroid arrest and his illness were contributing factors
in his decision to plead guilty to the tax evasi on charge and
that his nmedical condition was such that he could not withstand a
trial.

M. Del Bosque' s plea agreenent set forth the factual basis
upon which the agreenent was reached. The agreenent stated that

(1) fromJanuary 1, 1987, through Decenber 31, 1989, M. De
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Bosque worked with M. Jacobsen to hide incone and evade taxes,
(2) in furtherance of his scheme with M. Jacobsen, M. De
Bosque filed false tax returns for 1987, 1988, and 1989, (3) M.
Del Bosque onmtted substantial income fromthose returns with the
intent to evade taxes, (4) the Governnent contended that M. De
Bosque understated his incone for 1987 through 1989 by $116, 499,
and (5) M. Del Bosque accepted the Governnment’s cal cul ati on of
the omtted i ncone.

For purposes of the sentencing guidelines, M. Del Bosque
stipulated that (1) he understated his taxable income in 1987,
1988, and 1989 by $116,499, (2) the corresponding tax | oss
(cal cul ated at 28 percent) was approxi mately $32,734, and (3) he
“enpl oyed the sane course of conduct and a common plan with
respect to the evasion of taxes in tax years 1987, 1988, and
1989, with the relevant conduct * * * consisting of the total tax
|l oss for all three years even though the offense of conviction is
for tax year 1987.”

M. Jacobsen’s plea agreenent set forth the factual basis
upon whi ch that agreenment was reached. The agreenent stated that
(1) from January 1, 1987, through Decenber 31, 1988, M. Jacobsen
worked with M. Del Bosque to hide incone and evade taxes, (2) in
furtherance of his schene with M. Del Bosque, M. Jacobsen filed
fal se tax returns for 1987 and 1988, (3) M. Jacobsen omtted

substantial inconme fromhis 1987 and 1988 returns with the intent
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to evade taxes, (4) the Governnent contended that M. Jacobsen
understated his income for 1987 and 1988 by $58, 125, and (5) M.
Jacobsen accepted the Governnent’s cal culation of the omtted

i ncone.

For purposes of the sentencing guidelines, M. Jacobsen
stipulated that (1) he understated his taxable inconme in 1987 and
1988 by $58, 125, (2) the corresponding tax | oss (calcul ated at 28
percent) was approxi mately $16, 275, and (3) he “enpl oyed the sane
course of conduct and a comon plan with respect to the evasion
of taxes in tax years 1987 and 1988, with the rel evant conduct *
* * consisting of the total tax loss in both years even though
the offense of conviction is for tax year 1987.”

In their plea agreenents, petitioners acknow edged that the
| RS was not a party to the agreenents and that when determ ning
their civil tax liabilities, the RS was not bound by the stated
anounts of omtted incone in the crimnal tax proceeding.

On Decenber 17, 1993, petitioners were convicted of tax
evasi on under section 7201 for 1987. They each were sentenced to
6 months’ inprisonnent, 2 years’ supervised release, and a $50
speci al assessnent for the Crine Victins’ Fund. As a condition
of the supervised release, petitioners were required to cooperate
with the IRSwth regard to civil tax penalties.

Al so on Decenber 17, 1993, M. Del Bosque was convicted of

conspiring to inport a substance containing anabolic steroids.
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He was sentenced to 3 nonths’ inprisonnment to be served
concurrently wwth his sentence for tax evasion, 2 years’
supervi sed rel ease, and a $50 speci al assessnent for the Crine
Victinms’ Fund.

On Decenber 12, 2000, respondent issued a notice of
deficiency to M. Del Bosque and Ms. Ferguson for 1987 and 1988
and another notice of deficiency to M. Del Bosque for 1989. In
t hose notices of deficiency, respondent determ ned that M. De
Bosque received, but failed to report, gross receipts of $67, 163

in 1987, $16,557 in 1988, and $32,779 in 1989, conputed as

fol |l ows:
1986 1987 1988 1989
Net worth conputation:
Asset s $143,230 $208,392 $235,941 $292, 189
Liabilities 71,995 125,564 139, 430 142, 708
Net worth 71, 235 82, 828 96, 511 149, 481
Less prior year’s net worth 71,235 82,828 96, 511
Increase in net worth 11, 593 13, 683 52,970
Adj ust ment s:
Addi ti ons:
Nondeducti bl e expenses 75, 826 86, 751 77, 356
Item zed deductions expenditures 12, 840 22,007 23,254
Subt r acti ons:

Noni ncone itens (2, 546) (67,090) (63,912)
Adj ust ed gross incone 97,713 55, 351 89, 668
Item zed deductions (12, 118) (15, 627) (16, 545)
Per sonal exenptions (3,800) (3,900) (2,000)
Corrected taxable incone 81, 795 35, 824 71,123
Taxabl e i ncome reported (14, 632) (19, 267) (38, 344)

G oss receipts 67, 163 16, 557 32,779
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The gross receipts adjustnents are the sane as, and are directly
based upon, the net worth conputations used in M. Del Bosque’s
crimnal tax proceeding.

On Decenber 12, 2000, respondent issued a notice of
deficiency to M. and Ms. Jacobsen for 1987 and 1988. In that
notice of deficiency, respondent determ ned that M. Jacobsen
received, but failed to report, gross receipts of $28,378 in 1987

and $29, 747 in 1988, conputed as foll ows:

1986 1987 1988
Net worth conputation:
Asset s $330, 569 $356, 098 $441, 985
Liabilities 144, 741 152, 332 159, 418
Net worth 185, 828 203, 766 282, 567
Less prior year’s net worth 185, 828 203, 766
Increase in net worth 17,938 78, 801
Adj ust ment s:
Addi ti ons:
Nondeducti bl e expenses 46, 965 45, 866
Item zed deductions expenditures 15, 295 18, 967
Subt r acti ons:

Noni ncone itens (2, 051) (59, 504)
Adj ust ed gross incone 78, 147 84,130
Item zed deductions (13, 130) (14, 857)
Per sonal exenptions (3,800) (3,900)
Corrected taxable incone 61, 217 65, 373
Taxabl e i ncome reported (32, 839) (35, 626)
G oss receipts 28, 378 29,747

The gross receipts adjustnents are the sane as, and are directly
based upon, the net worth conputations used in M. Jacobsen’s
crimnal tax proceeding.

Respondent al so increased the Jacobsens’ income by $6,285 in

1987 and $6, 309 in 1988 using Bureau of Labor Statistics figures.
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These additional anmounts were conputed on the basis of 1991
Bureau of Labor Statistics figures, discounted by 10 percent for
1987 and by 7.5 percent for 1988. The figures each year included
$266 for cigarettes and $1,640 for auto repairs.

M . Jacobsen does not snoke cigarettes. M. Jacobsen

purchased a new car each year in issue. Since his cars were
al ways under warranty, M. Jacobsen incurred nom nal expenses for
aut o repairs.

OPI NI ON

| ssues 1, 2, and 3--Unreported | ncone

A. The Net Wrth Method

A taxpayer is required to maintain records sufficient to
enabl e the Conmi ssioner to determne his tax liabilities. Sec.
1.6001-1(a), Inconme Tax Regs. When a taxpayer keeps no books, or
keeps books that are inadequate or denonstrably inaccurate,
section 446(b) authorizes the Comm ssioner to conpute the
taxpayer’s inconme by any nethod that clearly reflects his incone.
In such cases, the Comm ssioner nay conpute a taxpayer’s incone
and incone tax liability by a variety of indirect nethods,

i ncluding the net worth nmethod, as used by respondent in this

case. Holland v. United States, 348 U. S. 121 (1954).

| f the Comm ssioner’s determnation of tax liability is
cal cul ated according to an acceptabl e procedure, such as the net

wort h net hod, the taxpayer has the burden of producing evidence
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to the contrary. Helvering v. Taylor, 293 U S. 507 (1935); Sinon

v. Conmm ssioner, 248 F.2d 869, 874 (8th G r. 1957), affg. U.S.

Packing Co. v. Conm ssioner, T.C Meno. 1955-194. Cenerally, the

t axpayer wll bear not only the burden of production, but also
t he burden of proving by a preponderance of the evidence that the
Commi ssioner’s assessnent is “arbitrary and excessive”.

Hel vering v. Tavylor, supra at 515; Boles Trucking, Inc. v. United

States, 77 F.3d 236 (8th Cir. 1996); Mttingly v. United States,

924 F.2d 785, 787 (8th CGir. 1991).

Under the net worth nmethod, taxable income is conputed by
reference to the change in the taxpayer’'s net worth® during a
year, increased for nondeducti bl e expenses such as |iving
expenses, and decreased for itens attributable to nontaxable
sources such as gifts and loans. The resulting figure may be
considered to represent taxable incone, provided: (1) The
Comm ssi oner establishes the taxpayer’s opening net worth with
reasonabl e certainty, and (2) the Comm ssioner either shows a
i kely source of unreported income or negates possible nontaxable

sources. United States v. Massei, 355 U. S. 595, 595-596 (1958);

Holland v. United States, supra at 132-138; Brooks v.

Comm ssioner, 82 T.C. 413, 431-432 (1984), affd. wthout

publ i shed opinion 772 F.2d 910 (9th G r. 1985).

8Assets are generally listed at their cost rather than at
their current nmarket val ue. Cami en v. Conmi ssioner, 420 F.2d
283, 284-285 (8th Gr. 1970), affg. T.C Menp. 1968-12.
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In establishing a taxpayer’s net worth the Conm ssioner owes
a duty to the taxpayer of approaching the problemfairly and open

m ndedly. Holland v. United States, supra; Banks v.

Comm ssi oner, 322 F.2d 530 (8th Gr. 1963), affg. in part and

remanding in part T.C Meno. 1961-237; GQunn v. Conm ssioner, 247

F.2d 359 (8 Gr. 1957), affg. in part and revg. in part T.C
Meno. 1956-24. The use of the net worth nethod requires “the
exercise of great care and restraint” to prevent a taxpayer from
being “ensnared in a systent that is difficult for the taxpayer

to refute. Holland v. United States, supra at 129.

The taxpayer’s opening net worth is of critical inportance
and nust be established wth reasonable certainty. *“The
i nportance of accuracy in this figure is imedi ately apparent, as
the correctness of the result depends entirely upon the inclusion
in this sumof all assets on hand at the outset.” 1d. at 132.
Once the Comm ssioner’s determnation is established with
reasonabl e certainty, the taxpayer bears the burden of disproving

it. Welch v. Helvering, 290 U S. 111 (1933); Banks v.

Conm ssi oner, supra; Schroeder v. Conmm ssioner, 291 F.2d 649 (8th

Cr. 1961), affg. T.C. Meno. 1957-162.

Petitioners assert that respondent’s conputations of their
unreported i nconme under respondent’s net worth nethod are
i naccur ate because the conputations fail to properly account for

certain specific itens. Respondent concedes sone of the itens
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that petitioners were able to substantiate with substanti al
evidence. At the trial of these cases, petitioners and/or their
W tnesses testified with regard to these itens. Respondent
offered no wtness or evidence to contradict their testinony.

The Court may not arbitrarily discredit or disregard
uncontradi cted evidence that is conpetent, relevant, and
credible. The Court, however, is not bound to accept i nprobable,
unr easonabl e, or questionable testinony at face value, even if it

i s uncontrovert ed. Banks v. Commi ssioner, supra at 537; Weiss v.

Comm ssi oner, 221 F.2d 152, 156 (8th Cr. 1955), affg. T.C. Meno.

1954-51; Rand v. Helvering, 77 F.2d 450, 451 (8th Gr. 1935).

The enphasis is on credibility.

In his crimnal tax proceeding, M. Del Bosque expressly
admtted that he omtted substantial inconme fromhis 1987, 1988,
and 1989 returns with the intent to evade taxes. For purposes of
t he sentencing guidelines, M. Del Bosque stipulated that he
understated his taxable incone in 1987, 1988, and 1989 by
$116, 499 and that the corresponding tax | oss was approxi mately
$32,734. The Governnment’s conputation of M. Del Bosque’s
understated incone in the crimnal tax proceedi ng was derived
from Agent Fisher’s conputations using the net worth nethod.

In his crimnal tax proceeding, M. Jacobsen expressly
admtted that he omtted substantial income fromhis 1987 and

1988 returns with the intent to evade taxes. For purposes of the
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sent enci ng gui delines, M. Jacobsen stipulated that he
understated his taxable incone in 1987 and 1988 by $58, 125 and
that the corresponding tax | oss was approxi mately $16, 275.

Petitioners’ stipulations in their crimnal tax proceedings
do not collaterally estop themfrom challenging the specific
deficiency anount in this civil proceeding, because “the
determ nation of an exact liability was not essential to the
judgnent, a prerequisite to the application of the doctrine of

collateral estoppel.” More v. United States, 360 F.2d 353, 356

(4th Cr. 1965) (internal quotation marks omtted); see Wapnick

v. Conm ssioner, T.C. Meno. 1997-133; Larson v. Conm ssioner,

T.C. Meno. 1993-188. Nonethel ess, petitioners’ stipulations of
t he amounts of understated inconme in their crimnal tax
proceedi ngs are strong evidence that Agent Fisher’s net worth
conput ations, and consequently respondent’s net worth
conputations in the notices of deficiency derived directly

therefrom are valid. See Livingston v. Commi ssioner, T.C Mno.

2000- 121. However, we find petitioners’ evidence in these civil
cases persuasive that sone adjustnents to incone respondent
determned, in addition to those respondent conceded, nust be
made. W conclude that the net worth conputations and
nondeducti bl e expenditures used in determ ning the deficiencies

in tax for the years at issue should be adjusted as foll ows.
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1. Net Worth Adj ustnents

a. Petitioners’ Snownmpbil es

On Decenber 31, 1986, petitioners each owned two
snownpbi | es--each owned a 1987 Polaris Indy 600 and a 1987
Polaris Indy Sport. The 1987 Polaris Indy 600s were purchased
from Metro-North Sports on October 15, 1986, for the base price
of $4,688 each. Further, two itens identified as “north country”
were purchased at the sane tinme for $469 each. Although the
record does not disclose when the 1987 Polaris Indy Sports were
purchased, a receipt from Metro-North Sports shows that, on
Cct ober 29, 1986, petitioners purchased accessories and parts for
two “Indy 600s” and two “Sports”. M. Jacobsen disposed of his
Sport in 1988.

M. Del Bosque's 1986 net worth statement includes only his
1987 Pol aris I ndy 600. The Sport, valued at $2,250, is shown as
an asset on his 1987 and 1988 net worth statenents. |n conputing
M. Del Bosque’s taxable income under the net worth nethod, the
Sport should be included as an asset in the 1986 net worth
st at ement .

M. Jacobsen’s 1986, 1987, and 1988 net worth statenents
i nclude as an asset a snowrobile val ued at $4,688 (the price of
the Indy 600). Although the snownmobile included in M.
Jacobsen’s net worth statenent is not specifically identified,

the parties appear to agree that it is the Indy 600. M.
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Jacobsen asserts that his 1986 and 1987 net worth statenents
shoul d i ncl ude $3,000 representing the value of the Sport. He
has of fered no evidence to substantiate the cost of the Sport.
M. Del Bosque’s Sport is valued at a cost of $2,500. W
conclude that M. Jacobsen’s 1986 and 1987 net worth statenents
shoul d al so include $2,500 for the Sport. Since M. Jacobsen
di sposed of the Sport in 1988, it was properly omtted fromhis
1988 net worth statenent.

b. M. Del Bosque's First Bank East Account

M. Del Bosque asserts that his 1986 net worth shoul d be
increased to reflect $12,000 in an account he had at First Bank
East. M. Del Bosque’s financial statenment dated Septenber 5,
1986, reflects a savings account at First Bank East with a
bal ance of $12,000 at that time. Although Agent Fisher used the
financial statenment to identify assets included in the 1986 net
worth statenent, the First Bank East account was not included as
an asset in M. Del Bosque s 1986 net worth statenent. The
exi stence (but not the anount) of the account is evidenced by
Form 1099- I NT for 1987 issued by First Bank East to “A J De
Bosque itf WIlma Del Bosque” with M. Del Bosque’s Socia
Security nunber shown as the taxpayer identification nunber. The
Form 1099- I NT reports that only $24.93 of interest was paid on
the account in 1987, supporting M. Del Bosque’s testinony that

he wi thdrew nost of the noney in that account early in 1987. W
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beli eve, and have found, that M. Del Bosque used those funds to
open a brokerage account in January 1987. W conclude that, in
determning the deficiencies in tax, M. Del Bosque's 1986 net
worth shoul d include $12,000 in the First Bank East account.

C. Ms. Jacobsen’s Chase Manhattan Money Market
Wth Checks Account

M's. Jacobsen had a Chase Manhattan “noney market with
checks” account (the MWAC account). On Decenber 31, 1986, there
was a bal ance of $8,618 in that account. The account bal ance was
not included as an asset in the Jacobsens’ 1986 net worth
statement. Respondent concedes that $8,618 should be included on
that net worth statenent.

d. The Jacobsens’ Joint Chase Manhattan Bank
Money Mar ket Account

The Jacobsens had a joint noney narket account at Chase
Manhattan Bank. This account was included as an asset val ued at
$37, 200 on the Jacobsens’ 1986 net worth statenment. The $37, 200
Agent Fisher used as the account bal ance was based on the anount
($37,200) reflected on financial statenents the Jacobsens
conpleted in 1986; Agent Fisher did not confirmthe account
bal ance as of Decenber 31, 1986, with Chase Manhattan Bank. M.
Jacobsen contends that the account bal ance was at | east $38, 200
on Decenber 31, 1986. The statenent of the account dated
February 11, 1987, reports that the account bal ance was $38, 324

as of January 13, 1987. The February statenent shows that the
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account was interest bearing. The record does not show the
anount of interest paid to the account between January 1 and 13,
1986. We concl ude, however, that the balance in the account as
of Decenber 31, 1986, was approxi mately $38,000. Therefore, the
Jacobsens’ 1986 net worth shoul d be increased by $800.

e. Ms. Jacobsen’s Loan to Her Enployer

I n Decenber 1986, M's. Jacobsen made a $2,000 | oan to her
enpl oyer. This |oan was repaid in 1987. The receivable from
Ms. Jacobsen’ s enpl oyer was not included as an asset on Decenber
31, 1986. Respondent concedes that the $2,000 receivable from
Ms. Jacobsen’ s enpl oyer should be included as an asset on the
Jacobsens’ 1986 net worth statenent.

f. Ms. Jacobsen’s | nheritance

In 1986, Ms. Jacobsen received an inheritance of $12,518
plus a one-eighth interest in a contract for deed val ued at
$1,966. The inheritance was not reflected as an asset on the net
worth cal cul ations as of Decenmber 31, 1986. Ms. Jacobsen
testified that she held the distribution check into 1987 because
she could not decide how to spend or invest the funds. She
further testified that after she cashed the check in 1987 she
kept the cash and used it to pay expenses in 1987 and 1988. M.
Jacobsen did not produce the cancel ed check or call the
adm ni strator who issued the check on behalf of the estate to

confirm when the check was cashed. Furthernore, the inheritance
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is not reflected on the financial statenents the Jacobsens
conpleted in 1986. W conclude that the Jacobsens’ 1986 net
worth should not include Ms. Jacobsen’s inheritance.

g. M. Del Bosque's Shares of Fidelity G owh
Fund

On January 16, 1987, M. Del Bosque purchased 234 shares of
Fidelity Gowh Fund for $3,320. On April 22, 1987, he sold
t hose shares for $3,756 and purchased 1 share for $16. On
January 22, 1988, he sold the remaining share for $13. The
original 234 shares with a value of $3,320 (rather than the 1
share with a value of $16) were shown as an asset in M. De
Bosque’ s 1987 net worth cal cul ati on.

Respondent agrees that M. Del Bosque's 1987 net worth
shoul d include only 1 share of Fidelity Gowh Fund with a val ue
of $16. Therefore, the assets included in the 1987 net worth
stat enent shoul d be reduced by $3,304 ($3,320 - $16).

h. M. Del Bosque's Debt to Larson Quinn Mbtor
Co.

At the end of 1987, M. Del Bosque owed $3,921 to Larson
Quinn Motor Co. The loan was repaid in 1988. The | oan was not
included as a liability in the 1987 net worth conputation but was
included as a liability in the 1988 net worth conputation.
Respondent concedes that the $3,921 debt should be shown as a
l[tability on the 1987 net worth statenment and excluded fromthe

1988 net worth statenent.
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2. Nondeducti bl e Personal Expenses

a. Petitioners’' Leather Goods Purchases

In 1987 and 1988, M. Jacobsen purchased $3, 770 of |eather
goods for resale each year. M. Del Bosque purchased $13, 298 of
| eat her goods for resale in 1987, $3,862 for resale in 1988, and
$2,375 for resale in 1989. Respondent treated anounts paid by
petitioners to North Beach Leathers as nondeducti bl e personal
expenses. These were not personal expenditures but rather
expendi tures for | eather goods purchased and resold. Although
petitioners did not maintain any records of their purchases, a
few recei pts were obtained from North Beach Leathers. The
recei pts show that within a nonth petitioners purchased nunerous
jackets in various sizes; the nunber of jackets purchased
supports petitioners’ assertions that the jackets were not for
personal use but rather for resale. Petitioners’ |eather goods
sales activities are further confirmed by the testinony of two
i ndi viduals to whom petitioners sold | eather goods during the
years at issue.

On the basis of our observation of petitioners’ wtnesses at
trial, including our observation of their deneanor, we found
petitioners’ witnesses to be credible and earnest. Their
testinony was direct, plausible, and uncontroverted. |t was not
evasi ve, conclusory, or inconsistent. W are satisfied that

their testinony was honest.
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We concluded that, in conputing petitioners’ taxable incone
each year, the cost of the | eather goods purchased each year
shoul d be deducted frompetitioners’ gross receipts as cost of
goods sol d.

b. M. Jacobsen’s d othing Purchases

M. Jacobsen clainms that he often paid for clothing for the
i mousine drivers. Specifically, he clainms that he paid $349 in
1987 to Jerry Leonard, a big and tall nmen's store, $349 in 1987
and $771 in 1988 to Daytons departnent store, and $1,950 in 1988
to Merles departnment store. Respondent treated these itens as
M. Jacobsen’s personal expenses in conputing his incone.

M. Jacobsen did not call any of the linbusine drivers to
confirmthat he nmade such purchases. He offered no sales
recei pts or other docunentary evidence. W conclude that the
itens were properly treated as nondeducti bl e personal expenses.

C. M. Jacobsen’s Purchase of a Mbile Tel ephone
System

In 1987, Top Play purchased a nobile tel ephone systemfor
$1,797. Paynent for the systemwas charged to M. Jacobsen’s
credit card. Top Play paid the credit card conpany $1,300 in
1987 and $763 in 1988 for the purchase of the nobile tel ephone
system Agent Fisher treated this purchase as a nondeducti bl e
personal expenditure. Respondent concedes that the itemis not a

nondeducti bl e personal expense.
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B. Bur eau of Labor Statistics Fiqgures

Usi ng the Bureau of Labor Statistics figures, respondent
i ncreased M. Jacobsen’s incone by $6,285 in 1987 and $6, 309 in
1988. The figures each year included $266 for cigarettes. M.
Jacobsen does not snoke, and respondent concedes that the
i ncrease based on the Bureau of Labor Statistics figures should
not include the anmounts for cigarettes.

The figures also included $1, 640 each year for auto repairs.
M. Jacobsen purchased a new car every year. Since his cars were
al ways under warranty, M. Jacobsen incurred only nom nal auto
repair expenses. Although, as respondent points out, sone
repairs may not be covered by a warranty, we do not believe that
it was appropriate to include $1,640 for auto repairs for a new
car on the basis of the Bureau of Labor Statistics figures. W
conclude that the increase based on the Bureau of Labor
Statistics figures should not include anbunts for auto repair
expenses.

C. Conput ati ons of Unreported | ncone

1. M. Del Bosque's Unreported | ncone

I n accordance with the above discussion, M. Del Bosque’s
unreported gross receipts for 1987, 1988, and 1989 are as

foll ows:



Net worth conputation:
Asset s

Agent Fisher’s conputations

Snownobi | e

Fi rst Bank East

Fidelity G owh Fund
Total assets

Liabilities
Larson Qui nn Motor Co.
Total liabilities
Net worth
Less prior year’s net worth
Increase in net worth
Adj ust ment s:
Addi ti ons:

Nondeducti bl e expenses
Agent Fisher’s conputations
Cost of |eather goods

Item zed deductions expenditures

Subt r acti ons:

Noni ncone itens

Adj ust ed gross incone
Item zed deductions
Per sonal exenptions
Corrected taxable incone
Taxabl e i ncome reported
Unreported gross receipts

On April 22, 1987,

Fidelity Gowh Fund for $16.

share for $13.

M. De

On his 1988 return,

1986 1987 1988 1989

$143,230 $208,392 $235,941  $292, 189
2, 250 - - -
12, 000 .- .- .-
— (3,304) — —

157,480 205,088 235,941 292,189

71,995 125,564 139,430 142,708
.- 3,921 (3,921) —

71,995 129,485 135,509 142,708

85,485 75,603 100,432 149, 481

85, 485 75,603 100, 432

(9, 882) 24, 829 49, 049

75, 826 86, 751 77, 356

(13, 298) (3, 862) (2, 375)

12, 840 22, 007 23, 254

(2,546) _(67,090) _(63,912)

62, 940 62, 635 83, 372

(12,118) (15,627) (16, 545)

(3, 800) (3,900) (2, 000)

47, 022 43, 108 64, 827

(14,632) _(19,267) _(38,344)

32, 390 23, 841 26, 483

Bosque purchased 1 share

On January 22,

of

1988, he sold the

he erroneously reported a

basis of $3,320 in the 1 share and a $3,307 long-term capital

| oss on the sale of the share in that year.

M.

Del

Bosque’ s



- 28 -
1988 long-termcapital |loss on the sale of that share should be
reduced to $3.

2. M. Jacobsen’s Unreported | ncone

M. Jacobsen’s unreported gross receipts for 1987 and 1988

are as foll ows:

1986 1987 1988
Net worth conputation:
Asset s

Agent Fisher’s conputations $330, 569 $356, 098 $441, 985

Snownobi | e 2,500 2,500 --

MMAC account 8,618 -- --

Joi nt noney market account 800 -- --

Loan receivable 2, 000 — —

Total assets 344, 487 358, 598 441, 985
Liabilities 144, 741 152, 332 159, 418
Net worth 199, 746 206, 266 282, 567
Less prior year’s net worth 199, 746 206, 266
I ncrease (decrease) in net worth 6,520 76, 301
Addi ti ons:

Nondeducti bl e expenses

Agent Fisher’s conputations 46, 965 45, 866
Cost of |eather goods (3,770) (3,770)
Mobi | e phone (1, 300) (763)

Item zed deductions expenditures 15, 295 18, 967
Subt r acti ons:

Noni ncone itens (2, 051) (59, 504)
Adj ust ed gross incone 61, 659 77,097
Item zed deductions (13, 130) (14, 857)
Per sonal exenptions (3,800) (3,900)
Corrected taxable incone 44,729 58, 340
Taxabl e i ncome reported (32, 839) (35, 626)
G oss receipts 11, 890 22,714

Bureau of Labor statistics adjustnent:

Agent Fisher’s conputations 6, 285 6, 309
Cigarettes (266) (266)
Car repairs (1, 640) (1, 640)
Correct adjustnent 4,379 4,403

Total unreported gross receipts 16, 269 27,117
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Citing Livingston v. Conmm ssioner, T.C Meno. 2000-121,

petitioners contend that, as a result of the errors in
respondent’ s conputations, the conputations are so unreliable as
to negate any presunption of correctness. Petitioners assert

that the facts in Livingston are “strikingly simlar” to the

facts in these cases. W disagree.

In Livingston, we first found the 1989 opening net worth of

zero suspect given that the taxpayer was self-enployed in that
year. Further, the Conmm ssioner’s 1989 net worth conputation did
not account for the wife's incone, which was available to fund
the taxpayers’ joint expenditures; the conputation effectively
treated all asset purchases and other joint expenditures as being
financed solely by the husband’s unreported incone. As a result
of those errors, we held that the Conm ssioner’s 1989 net worth
conputation was so unreliable as to negate any presunption of
correctness.

The types of errors in the Conm ssioner’s 1989 net worth

conputation in Livingston are not present in the case at hand.

Respondent’ s net worth conputations of unreported i ncone reflect
t he conbi ned i ncones of petitioners and their wives. The opening
and closing net worths include joint and separate property, and
respondent’s conputations of unreported inconme take into account

the wi ves’ separate incone.



- 30 -
Respondent’s net worth conputations of petitioners’
unreported income were not nmade on the basis of a “strong

underlying el enent of guesswork”. Polizzi v. Conm ssioner, 265

F.2d 498, 502 (6th Cr. 1959), affg. in part and revg. in part
T.C. Meno. 1957-159. The errors in respondent’s net worth
conput ations of unreported incone are nore akin to the errors in
the Comm ssioner’s net worth conputation of the husband’s 1990

under st atement i n Livingston. I n Livingston, we reduced the

Commi ssioner’s conputation of the husband’ s 1990 under st at enent
by $65,000 attri butable to a business owned by the husband’s
not her and by the $7,523 in settlenent proceeds that the
t axpayers received as a result of an autonobile accident. Those
errors, like the errors in this case, did not render the 1990 net
worth conputation so unreliable as to negate any presunption of
correctness.

We have considered all of petitioners’ argunments, and to the
extent not specifically addressed, we find them unpersuasive.

1. | ssues 4 and 5--Fraud Penalties and/or Additions to Tax

Respondent determ ned that petitioners are liable for the
additions to tax for fraud under section 6653(b) for 1988 and
that M. Del Bosque is |liable for the fraud penalty under section

6663 for 1989.°

Petitioners concede that their convictions of crimnal tax
evasion for 1987 under sec. 7201 collaterally estop them from
(continued. . .)
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A taxpayer is liable for an addition to tax or penalty for
fraud equal to 75 percent of the part of the underpaynent that is
due to fraud. Secs. 6653(b), 6663(a). If the Conm ssioner shows
that any part of an underpaynent is due to fraud, the entire
underpaynent is treated as due to fraud unless the taxpayer
proves that part of the underpaynent is not due to fraud. Secs.
6653(b) (2), 6663(b).

Respondent bears the burden of proving the applicability of
the civil fraud additions to tax and penalty by clear and
convi nci ng evidence. Sec. 7454(a); Rule 142(b). To sustain this
burden, respondent nust establish by this |evel of proof both (1)
that there was an underpaynent of tax for the taxable year in
issue and (2) that at |east sone portion of the underpaynent was

due to fraud. DilLeo v. Comm ssioner, 96 T.C 858, 873 (1991),

affd. 959 F.2d 16 (2d Cr. 1992); Parks v. Conm ssioner, 94 T.C

654, 660-661 (1990); Petzoldt v. Conmm ssioner, 92 T.C 661, 699

(1989) .

°C...continued)

denying that their underpaynents of income tax for 1987 were due
to fraud for purposes of sec. 6653(b). See Johnson v. Sawer, 47
F.3d 716, 722 (5th Cr. 1995); Gay v. Conm ssioner, 708 F.2d 243
(6th CGr. 1983), affg. T.C. Meno. 1981-1; Brooks v. Conmm Ssioner,
82 T.C. 413, 431 (1984), affd. w thout published opinion 772 F.2d
910 (9th Cr. 1985); Arctic Ilce Cream Co. v. Conm ssioner, 43
T.C. 68 (1964); Anps v. Conm ssioner, 43 T.C. 50 (1964), affd.
360 F.2d 358 (4th Cir. 1965).




A. Under paynent of Tax

An under paynent will exist where unreported gross receipts
are not exceeded by costs of goods sold and deducti bl e expenses.
In establishing the requisite underpaynent, the Conm ssioner may
not sinply rely on the taxpayer’s failure to prove error in the

deficiency determnation. D lLeo v. Conm ssioner, supra at 873;

Par ks v. Commi ssioner, supra at 660-661; O suki v. Conni ssioner,

53 T.C. 96, 106 (1969). However, upon clear proof of unreported
recei pts, the burden of comng forward wwth offsetting costs or

expenses shifts to the taxpayer. Siravo v. United States, 377

F.2d 469, 473-474 (1st Cr. 1967); Elwert v. United States, 231

F.2d 928, 933 (9th Cr. 1956); United States v. Bender, 218 F.2d

869, 871-872 (7th Gr. 1955); United States v. Stayback, 212 F.2d

313, 317 (3d CGir. 1954).

Here, respondent used the net worth nmethod of proving
i ncone, which the Suprenme Court has approved as a reasonabl e and
| ogi cal nmeans of reconstructing unreported inconme in a fraud

case. Holland v. United States, 348 U. S. at 125; United States

v. Johnson, 319 U S. 503, 517 (1943).
The Conm ssioner may prove that the taxpayer underpaid tax
by proving that the taxpayer had a likely source of the

unreported inconme, Holland v. United States, supra; Parks v.

Conmi ssi oner, supra; Nicholas v. Comm ssioner, 70 T.C. 1057

(1978), or, where the taxpayer alleges a nontaxable source, by
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di sproving the all eged nontaxable source, United States v.

Massei, 355 U. S. 595 (1958); Kraner v. Conm ssioner, 389 F.2d

236, 239 (7th CGr. 1968), affg. T.C. Meno. 1966-234; Parks v.

Conmm ssi oner, supra. Petitioners do not allege that they had

nont axabl e sources of inconme during the years at issue. Their
known sources of inconme were the |inousine service and sal es of
| eat her goods.® Petitioners have not offered any proof of

of fsetting costs or expenses except those which we have all owed.
Respondent has shown by cl ear and convi nci ng evidence that M.
Del Bosque underreported his incone by $23,841 in 1988 (w thout
regard to the overstated long-termcapital |oss fromthe sal e of
the 1 share of Fidelity Gowh Fund) and $26, 483 in 1989.
Respondent al so has shown by cl ear and convincing evi dence that
M. Jacobsen underreported his incone by $27,649 in 1988. Thus,
respondent has carried the burden of establishing underpaynents
of tax attributable to that omtted i ncone each year by clear and
convi nci ng evi dence.

B. Fr audul ent | nt ent

Respondent mnust prove by clear and convinci ng evi dence that

petitioners had a fraudulent intent. Parks v. Conm Ssioner,

supra at 664. This burden is net if it is shown that petitioners

OPetitioners asserted in their crimnal tax proceedi ngs and
at the trial in these cases that the omtted i ncone was from
ganbling. None of the parties has offered any further
description or explanation of petitioners’ ganbling activities.
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i ntended to evade taxes known to be owi ng by conduct intended to
conceal, mslead, or otherwi se prevent the collection of such

taxes. Webb v. Comm ssioner, 394 F.2d 366, 377 (5th Cr. 1968),

affg. T.C. Meno. 1966-81. Respondent nust prove fraud in each of

the years involved. Drieborg v. Conm ssioner, 225 F.2d 216, 220

(6th Cr. 1955), affg. in part and revg. in part on other grounds
a Menorandum Qpi nion of this Court dated Feb. 24, 1954. Fraud is
never presuned; it nust be established by affirmative evi dence.

Beaver v. Conm ssioner, 55 T.C. 85, 92 (1970). Since direct

evidence of fraud rarely is avail able, respondent may prove each

petitioner’s fraud by circunstantial evidence. Scallen v.

Conmm ssi oner, 877 F.2d 1364, 1370 (8th GCr. 1989), affg. T.C

Meno. 1987-412; Klassie v. United States, 289 F.2d 96, 101 (8th

Cr. 1961).
Courts have identified nunerous factors, sonetines referred
to as indicia or badges of fraud, which nmay be persuasive

circunstantial evidence of fraud. See, e.g., N edringhaus v.

Comm ssioner, 99 T.C. 202, 211 (1992); Petzoldt v. Conm Ssioner,

supra at 700. We focus on those indicia that appear to be nost
significant in the context of the record in the instant cases.

Al though no single factor is necessarily sufficient to establish
fraud, a conbination of several factors is persuasive

circunstanti al evidence of fraud. Bradf ord v. Conm ssi oner, 796
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F.2d 303, 307 (9th Gir. 1986), affg. T.C. Menp. 1984-601;

Pet zol dt v. Conm ssioner, 92 T.C. at 700.

The foll ow ng badges of fraud are present in this case: (1)
Substantially understating income over a period of years, (2)
mai nt ai ni ng i nadequate records; (3) dealing in cash; (4)
provi ding i nconplete or msleading information to petitioners’
tax preparer, (5) filing false returns, (6) engaging in a pattern
of behavior which indicates an intent to mslead, (7) dishonesty

in a business transaction. Spies v. United States, 317 U S. 492,

499 (1943); Conti v. Conm ssioner, 39 F.3d 658, 662 (6th Cr.

1994), affg. and remandi ng on other grounds T.C Meno. 1992-616;

Scallen v. Comm ssioner, supra; Bradford v. Conm Sssi oner, supra

at 307-308; Korecky v. Conm ssioner, 781 F.2d 1566, 1569 (11th

Cr. 1986), affg. T.C. Meno. 1985-63; Ruark v. Conm ssioner, 449

F.2d 311, 312-313 (9th G r. 1971), affg. T.C Menp. 1969-48;

Recklitis v. Conm ssioner, 91 T.C. 874, 910 (1988); Wight v.

Conmm ssioner, 84 T.C. 636, 643-644 (1985); Farber v.

Commi ssioner, 43 T.C 407, 420 (1965), nodified 44 T.C. 408

(1965); Mddleton v. Conmm ssioner, T.C Meno. 2002-164.

1. Fai lure To Report Substantial Amounts of | ncone

“Al t hough nere understatenent of incone alone is not
sufficient to prove fraud, the consistent and substanti al
understatenent of incone is, by itself, strong evidence of

fraud.” Truesdell v. Comm ssioner, 89 T.C 1280, 1302 (1987);
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see also Marcus v. Comm ssioner, 70 T.C. 562, 577 (1978), affd.

wi t hout published opinion 621 F.2d 439 (5th Gr. 1980).

M. Del Bosque failed to report a large portion of his
incone for 1987, 1988, and 1989, and M. Jacobsen failed to
report a large portion of his incone for 1987 and 1988.
Petitioners assert that the inconme was ganbling w nnings.
Petitioners provided no explanation for underreporting that
i ncome regardl ess of the source. A consistent pattern of
underreporting | arge anounts of incone over a period of years is
substanti al evidence bearing upon an intent to defraud,
particularly where the reason for such understatenent is not
satisfactorily explained or shown to be due to innocent m st ake.

Holland v. United States, 348 U. S. at 137; Webb v. Conni ssi oner,

supra at 379; Lusk v. Conmi ssioner, 250 F.2d 591, 594 (7th G

1957), affg. T.C Meno. 1955-119; Schwarzkopf v. Conm ssi oner,

246 F.2d 731, 734 (3d Cr. 1957), affg. and remanding T.C Meno.

1956- 155; Kurnick v. Conm ssioner, 232 F.2d 678, 681 (6th Gr

1956), affg. T.C. Meno. 1955-31.

2. Fai lure To Keep Adequate Books and Records

Taxpayers are required to mai ntain books and records
sufficient to show their tax liabilities. See sec. 6001.
Failure to do so is another indiciumof fraudulent intent.

Bradf ord v. Conm ssi oner, supra at 307.
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Petitioners did not maintain adequate books and records
regardi ng the operation of the |inousine service, their sal es of
| eat her goods, or their ganbling w nnings. Because petitioners’
records for the years in issue are insufficient to show the gross
recei pts fromthe |inousine service, sales of |eather goods, or
ganbling wi nnings, the records are insufficient to accurately
conpute petitioners’ tax liabilities for the years in issue.
Their failure to naintain adequate books and records is

i ndicative of fraud. See Truesdell v. Conni ssioner, supra at

1302.
3. Dealing in Cash

Petitioners often failed to keep records of cash incone
fromlinousine runs and cash paynents nade to |inousine drivers.
Dealings in cash may indicate fraud and hei ghten the negative

ef fect of inadequate record keeping. Friednan v. Conm SSioner,

421 F.2d 658 (7th Gr. 1970), affg. per curiama Menorandum

Opinion of this Court; Nicholas v. Comm ssioner, 70 T.C. at 1066.

4. Provi di ng I nconplete or Msleading Information to
Tax Preparer

Petitioners did not informtheir return preparer of their
cash itens, their income fromthe sale of |eather goods, or their
ganbling w nnings. These facts also evidence fraud. See Estate

of Mazzoni v. Conm ssioner, 451 F.2d 197, 202 (3d Gr. 1971),

affg. T.C. Menb. 1970-37.
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5. Filing Fal se Returns

Filing a false income tax return may be evidence that the

taxpayer fraudulently intended to evade taxes. Bradford v.

Conmi ssioner, 796 F.2d at 308; Wight v. Conm ssioner, supra at

643-644. In the plea agreenents in their crimnal tax

proceedi ngs, petitioners admtted that they filed fal se tax
returns for 1987, 1988, and/or 1989 and om tted substanti al
incone fromthose returns with the intent to evade taxes. They
failed to submt credible evidence to contradict those adm ssions
or show that they filed the false returns for any reason ot her
than to evade taxes they knew to be owing. Petitioners’ filing
of false tax returns each year is a strong indication of

fraudulent intent wwth respect to those years. See Klassie v.

United States, 289 F.2d at 102.

6. Pattern of Behavior Which Indicates Intent to
M sl ead

A taxpayer’s course of conduct or a pattern of conduct may
establish, by inference, an intent to conceal or mslead. Spies

v. United States, supra at 499; Wbb v. Commi ssioner, 394 F.2d at

379; Osuki v. Conmm ssioner, 53 T.C. at 105-106.

M. Del Bosque admitted in his plea agreenment in his
crimnal tax proceeding that he schened with M. Jacobsen to hide
i ncomre and evade taxes, filed false tax returns for 1987, 1988,

and 1989 in furtherance of that schene, and omtted substanti al
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inconme fromthose returns with the intent to evade taxes. M.
Jacobsen admtted in his plea agreenent in his crimnal tax
proceedi ng that he schenmed with M. Del Bosque to hide inconme and
evade taxes, filed false tax returns for 1987 and 1988 in
furtherance of that schene, and omtted substantial income from
those returns with the intent to evade taxes.

For purposes of the sentencing guidelines, M. Del Bosque
stipulated that he “enpl oyed the sane course of conduct and a
comon plan with respect to the evasion of taxes in tax years
1987, 1988, and 1989”, and M. Jacobsen stipul ated that he
“enpl oyed the sane course of conduct and a common plan with
respect to the evasion of taxes in tax years 1987 and 1988".

They reiterated the substance of those adm ssions in testinony
supporting their guilty pleas.

M. Del Bosques’s adm ssions are strong evidence that he
intended to evade taxes he knew to be owing in 1988 and 1989.

M. Jacobsen’s adm ssions are strong evidence that he intended to
evade taxes he knew to be owing in 1988.

7. Di shonesty in Busi ness Transacti ons

A taxpayer’s dishonesty in business transactions or
w I lingness to defraud others may indicate a willingness to

defraud the Cormmi ssioner. Solonpbn v. Conmi ssioner, 732 F.2d

1459, 1462 (6th G r. 1984), affg. per curiamT.C. Meno. 1982-603;
McGee v. Conm ssioner, 61 T.C. 249, 260 (1973), affd. 519 F.2d
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1121 (5th Gr. 1975); Johnson v. Conm ssioner, T.C. Meno.

1999-48; House v. Conm ssioner, T.C. Mnob. 1995-92. Petitioners

m srepresented the profitability of the |inpousine service to Ms.
Pavl ak. She sued petitioners for fraud and m srepresentation
relating to her purchase of Top Play and received a judgnent in

t he amobunt of $95,000. Petitioners’ dishonesty in their business
transaction with Ms. Pavlak is evidence of petitioners’

wi | lingness to defraud respondent.

C. Concl usion as to Fraud

We find that the circunstances of this case, taken as a
whol e, clearly and convincingly establish that petitioners acted
with the requisite fraudulent intent, and that their
under paynents of tax for 1988 and M. Del Bosque’s under paynent
of tax for 1989 are due to fraud. Accordingly, we sustain
respondent’s determination that petitioners are liable for the
additions to tax for fraud under section 6653(b) for 1988 and
that M. Del Bosque is |liable for the fraud penalty under section
6663 for 1989.

[11. Issue 6-Period of Linmtations on Assessnent and Coll ecti on

Section 6501(a) generally inposes a 3-year period of
[imtations on assessnent and collection of tax. There is an
exception to this 3-year period in the case of a “fal se or
fraudulent return with the intent to evade tax”. Sec.

6501(c)(1); Lowy v. Conm ssioner, 288 F.2d 517, 520 (2d G r
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1961), affg. T.C. Menp. 1960-32; Col estock v. Conm ssioner, 102

T.C. 380, 385 (1994). The determ nation of fraud for purposes of
the period of Iimtations on assessnent under section 6501(c) (1)
is the sane as the determ nation of fraud for purposes of the

addition to tax and penalty under sections 6653 and 6663. Neely

v. Comm ssioner, 116 T.C. 79, 85 (2001); Rhone-Poul enc

Surfactants & Specialties v. Conmni ssioner, 114 T.C. 533, 548

(2000). Thus, because we conclude that petitioners filed
fraudul ent returns for each of these years, the period for
assessnment renai ns open.

To reflect the above,

Decisions will be entered

under Rul e 155.




